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Precise in a world that isn’t.

Seven Essential Tips for Managing Currency Risk

While international investments have the potential to deliver
real benefits to your clients, they also expose them to currency
fluctuations. Currency can turn a loss into a profit — or vice
versa. Fortunately, with the right strategy, you can not only
manage currency movements, but use them to your clients’
advantage.

AT A GLANCE

— Investing offshore gives your clients access to a larger
and more varied investment universe, with opportunities
for growth and income that are simply unavailable in
Australia. But international investments also expose
clients to currency risk.

— While hedging protects your clients against adverse
currency impacts, it can lead to lower returns if the A$
falls. And although hedging is an effective strategy for
reducing the volatility of defensive assets, it can actually
increase the volatility of returns from growth assets like
international shares.

— By determining where the dollar is trading in comparison
to its fair value, then setting your strategy accordingly,
you can help clients benefit from long-term currency
movements.

— Targeting the right hedging level across a client’s total
portfolio is the key to achieving an optimal balance
between reducing currency risk and maximising returns.

INVESTING OFFSHORE

THE IMPACT OF CURRENCY

Allocating funds to international assets has the potential to
deliver real benefits to your clients — especially at a time when
key global markets are at last gaining momentum. Investing
offshore enables clients to access a vastly larger and more
varied investment universe, so they can:

e Access companies, sectors and assets with different
economic and growth profiles to those found onshore.

e Benefit from the growth and income-producing potential
of industries either underrepresented or unavailable on
the Australian market.

e Reduce overall portfolio risk through more effective
diversification.

e Resolve the severe concentration risk inherent in
Australian investment markets — including an equity
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market heavily dominated by just two sectors, materials
and financials.

e Benefit from structural trends across the global economy,
including ongoing growth in emerging markets.

TURNING LOSS INTO PROFIT

Yet investing offshore also introduces an important new
variable to the investment equation: currency.

Since floating in 1983, the Australian dollar has been one of the
most actively traded and most volatile currencies around the
globe. In fact, currency movements can sometimes outweigh
raw investment returns, turning a loss into a profit — or vice
versa. As a result, the total return from an overseas investment
effectively has two parts:

Ret Changes in the foreign price of the investment +
eturn =
Exchange rate movements

WINNERS AND LOSERS
HEDGING YOUR CLIENTS’ EXPOSURE

This prompts the question: should you hedge your clients’
foreign currency exposure, removing the effects of exchange
rate movements altogether? Or should you seek to turn them
to your clients’ advantage?

In some years, hedging a portfolio’s exposure to foreign
currencies would have boosted returns significantly. Take 2009
for example.

In that year, global equity markets rebounded strongly after the
financial crisis. Before allowing for exchange rate movements,
international shares were up 26% for the year (as measured

by the MSCI World ex-Australia index). However the Australian
dollar rebounded so strongly during the year that an unhedged
investor would have done well to break even' on international
shares after allowing for exchange rate movements. As a
result, in 2009 hedging would have boosted returns by around
27%2.

But of course, it also works in reverse. In 2013 international
shares had another strong year, rising 29%?2 before allowing for
exchange rate movements. However, this time the Australian
dollar fell during the year, turning an impressive 29% return into
an astounding 48% gain“ for unhedged Australian investors. In
2013, hedging would have cost over 15% in performance.




FIGURE 1: HEDGING IS NOT ALWAYS A WINNING STRATEGY
ROLLING 12 MONTH PROFIT OR LOSS ON A$ HEDGE
MSCI WORLD EX AUSTRALIA PORTFOLIO FOR AUSTRALIAN INVESTOR
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To make matters worse, a good hedging decision for an
Australian investor is, by definition, a bad decision for an

investor in another country. If, in any given year, an Australian
investor benefits by holding an unhedged US investment, then

a US investor will lose out by holding an unhedged Australian
investment. In a year when the Australian dollar rises against the
US dollar, by definition the US dollar falls against the Australian
dollar.

That brings us to our first two tips for international investors:

— Tip 1: Playing short-term currency movements is difficult,
even for the experts. Unless you are particularly skilled in
foreign exchange, set a long term strategy and stick to it.

— Tip 2: Choose a strategy that suits your base currency.
A strategy that suits a US or UK investor may not suit an
Australian investor.

SETTING A STRATEGY

BALANCING RISK AND RETURN

How, then, do you develop a personalised strategy for each of
your clients? The key is to achieve the right balance between the
two dimensions of currency strategy: risk and long-term returns.

RISK — THE FIRST DIMENSION

No one likes uncertainty. One of the axioms of modern finance
theory is that, all other things being equal, investors prefer stable
assets to volatile assets. As a result, risk often plays a central role
when investors set a currency strategy, especially for defensive
assets.

For example, most people who invest in international government
bonds choose to hedge their currency exposure. That's because
hedging an international bond portfolio dramatically improves the
certainty of returns.

Unfortunately, the picture is a much less clear for risky assets like
international shares. History suggests that international shares
remain risky whether or not you hedge the currency exposure.
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FIGURE 2: IN SYNC: INTERNATIONAL SHARES AND THE
AUSTRALIAN DOLLAR

ROLLING 5 YEAR VOLATILITY FOR INTERNATIONAL SHARES (%P.A.)
AUSTRALIAN INVESTOR
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Figure 2 shows the impact of currency on the riskiness of
international shares over each five-year period since the float
of the Australian dollar. From the late 1990s, leaving currency
exposures untouched has tended to reduce the risk of an
international share portfolio.

How is that possible? It happens because the Australian dollar
has tended to rise and fall largely in sync with international
shares. That has allowed investors to make money from positive
currency fluctuations when they are losing on global equities,
and to make money on international equities while losing on the
currency. However, it is important to understand that:

e International shares remain risky regardless of whether
you hedge currency or not.

e While the tendency over recent history has been for
currency risk to help to reduce overall risk, it is only a
tendency, not a law. There are have also been periods
where currency risk has increased the overall portfolio risk
for international equities, and it is quite possible that the
relationship observed over the last 20 years may not be
sustained in future.

e While this analysis is true for Australian investors, it does
not apply to (say) US or UK investors. WWhen considering
any analysis of currency and risk, it's essential to ensure
that it is appropriate to your own client’s base currency.

— Tip 3: Investors commonly hedge 100% of the currency
risk for defensive international investments like
government bonds. For these assets, history suggests
that removing currency fluctuations dramatically
improves the stability of returns.

— Tip 4: In contrast, Australian-based investors who focus
solely on reducing volatility will tend to only hedge a
small part, if any, of their international share investments.




RETURN — THE SECOND DIMENSION

While volatility is important, it is not the only element to consider.
After all, if variability of returns was the only consideration when
investing, we would all invest in cash. Clearly potential returns will
also play a large part in your clients’ investment decisions.

As a result, the unhedged strategy outlined inTip 4 can be a
questionable one, depending on current exchange rates. While
remaining unhedged might reduce volatility in an international
share portfolio, greater stability can come at a cost. So how do
you set a sensible hedging strategy that allows for better longer
term returns?

FINDING FAIR VALUE

For investors seeking to develop a longerterm currency

strategy designed to enhance returns, understanding where the
Australian dollar is trading relative to its long term averages is an
important first step. WWe normally expect currencies to revert to
their long-term fair value at some point in the future. While it may
take years in some cases, we still expect that reversion to occur
resulting in return opportunities for investors.

However, you also need to be careful not to assume that the
average value of an exchange rate over the last 20 years is in fact
its long term fair value. Our research® suggests that the longer
term fair value between two currencies will be driven by factors
like inflation, terms of trade and changes in productivity.

Anecdotally, we saw a number of large investors reduce or
remove their currency hedges as the Australian dollar reached
new highs in 2011 and 2012, on the expectation that it would fall
towards fair value at some point in the future. Similarly, we have
seen a number of large investors start to re-introduce currency

FIGURE 3: AUSTRALIAN DOLLAR EXCHANGE RATES CAN VARY
DRAMATICALLY ACROSS CURRENCIES
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hedges as the Australian dollar has declined. Whether it has
further to fall before it reaches its current fair value remains to be
seen.

LOOKING BEYOND THE US

We'll start by observing that international shares involve more
than just the US. While for many investors the current level of
the Australian dollar simply means the Australian dollar/US dollar
(AUD/USD) exchange rate, the reality is that only half of a typical
international share portfolio is invested in the US. The other half
will be exposed to currencies like the Japanese Yen (JPY), UK
Pound (GBP) and the Euro (EUR).

All of these currencies have traded in a large range against the
Australian dollar over the last 25 years. Some of those changes
have been sharp and sudden, as shown in Figure 3 —and only
a few have occurred in sync with similar fluctuations in other
currencies.

— Tip 5: Be aware of whether the Australian dollar is at
long-term highs or lows when setting a client’s currency
strategy. Remember to consider the GBP, EUR and JPY
exchange rates as well as the USD — and be aware that
‘long term” in this case means a decade, not a year.

— Tip 6: Be patient. Currencies can move away from fair
value for long periods of time, and picking short term
currency movements is notoriously difficult. Currencies
can move quickly in both directions. Unless you are a
foreign exchange expert, avoid rebalancing too often or
too quickly in response to currency movements.
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BRINGING IT TOGETHER
SETTING THE RIGHT LEVEL OF EXPOSURE

Having determined each client’s preferred balance between
risk and return, you are well on the way to developing their
personalised currency strategy. But there is one more
important step you need to take before putting that strategy
into action.

When experienced institutional investors assess currency
risk, they think about its impact at the total portfolio level,
not its effect on each asset class. Instead, they aim for a
pre-determined level of currency exposure across the entire
portfolio, then hedge individual asset classes accordingly.

Understanding the overall level of foreign currency exposure
you want to achieve in each client portfolio can be much more
important than setting the hedge ratio for each asset class. For
example, the decision to hedge 50% of a client’s international
growth assets has a much greater impact than the choice to
implement the hedge in their holdings of international property,
rather than their international shares or infrastructure assets.

That brings us to our final essential tip for international
investors.

— Tip 7: Understand how much foreign currency exposure
each client has across their entire portfolio. Consider
the impact of exchange rate movements at the portfolio
level, rather within individual asset classes.

EARNING INTEREST ON YOUR CURRENCY HEDGE

Most investors understand that a currency hedge protects
them against adverse interest rate movements by paying a
return when the exchange rate moves against them. But many
don’t realise that a currency hedge offers a second kind of
return, a bit like earning hidden interest. This is sometimes
called the ‘carry’ part of the return, and it can make hedging
much more attractive for Australian investors.

When an investor takes out a currency hedge, they earn
interest at their local (‘base’) rate, while paying interest at the
foreign rate. Since Australia has had higher interest rates than
most other developed nations for many years, the carry earned
by Australian investors has historically been positive. As at
January 2015, it is currently around 2% pa®.

INVESTING AROUND THE WORLD WITH SPDR ETFS

Offered by State Street Global Advisors, SPDR® ETFs are

a family of ETFs that provide investors with the flexibility

to select investments that are precisely aligned to their
investment strategy. Recognised as an industry pioneer, State
Street Global Advisors created the first ever ETF in 1993—the
SPDR® S&P® 500, which is currently the world's largest ETF,
now available in Australia (ASX code: SPY).
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FIGURE 4: FEATURED FUNDS

SPDR® S&P® World ex
Australia Fund

SPDR® S&P® World ex
Australia (Hedged) Fund

ASX Code WX0Z WXHG

Benchmark S&P Developed ex Australia S&P Developed ex Australia
LargeMidCap AUD Index  LargeMidCap AUD Hedged

Index

Hedging ratio 0% 100%

Inception Date 18 March 2013 8 July 2013

Management Costs 0.42% 0.49%

Currency Australian dollar Australian dollar

Net return since 28.36% 16.86%

inception’

THE BENEFITS OF DIVERSIFYING OFFSHORE WITH SPDR
ETFS

— Diversified international exposure

— The simplicity and transparency of an investment in
Australian shares

— A choice of hedged and unhedged investments, giving
you the ability to precisely adjust currency exposure
across your portfolio

— The ability to adjust asset allocations, increase or
decrease exposure and rebalance portfolios quickly and
easily

— No need to research, select, monitor and trade shares
across unfamiliar markets

NEXT STEPS

To learn more about investing offshore with a State Street
SPDR ETF:

VISIT  spdrs.com.au

CALL 0292407600



ABOUT SPDR ETFs

assets worldwide.?

'Bloomberg, as of 30 September 2014.

affiliate of State Street Global Advisors serves as the marketing agent.

For comprehensive information on our ETFs, visit us at spdrs.com.au.

Offered by State Street Global Advisors, SPDR ETFs are a family of exchange traded funds that provide investors with the flexibility to select
investments that are precisely aligned to their investment strategy. Recognized as an industry pioneer, State Street Global Advisors created
the first ever ETF in 1993—the SPDR S&P 500®, which is currently the world's largest ETF." In 2001, SSgA introduced ETFs in Australia
when it launched the SPDR S&P/ASX 200 Fund. Currently, State Street Global Advisors manages approximately US$416.4 billion of ETF

?As of 30 September 2014. This AUM includes the assets of the SPDR Gold Trust (approx. US$30.1 billion as of 30 September 2014), for which State Street Global Markets, LLC, an

STATE STREET GLOBAL ADVISORS AUSTRALIA LIMITED
Level 17, 420 George Street
Sydney, NSW 2000

+612 9240 7600
spdrs.com.au

" MSCI World ex Australia Index return (net of WHT) for 2009 was -0.30%

2 MSCI World ex Australia A$ Hedged Index return (net of WHT) was 26.719% for 2009
¥ PMSCI World ex Australia Index return (net of WHT) in local currency return 29.18%
“MSCI World ex Australia Index return (net of WHT) in A$ 48.03%

% Colin Crownover, “The new rules for when to hedge a currency”, 1Q, Autumn 2014, State Street Global Advisers.

8 WM Reuters, MSCI
7 Returns as at 31 December 2014. Past performance is not a guarantee of future results.

FOR PUBLIC USE.

IMPORTANT RISK INFORMATION

Issued by State Street Global Advisors, Australia Services Limited (AFSL Number
274900)(ABN 16 108 671 441) ("SSGA, ASL"), the holder of Australian Financial
Services Licence (“AFSL") number 274900. Registered office: Level 17, 420
George Street, Sydney, NSW 2000, Australia ® Telephone: 612 9240-7600 e
Facsimile: 612 9240-7611 e Web: www.ssga.com.

Investors should read and consider the Product Disclosure Statement (PDS) for
the relevant SPDR® ETF carefully before making an investment decision. A copy
of the PDS is available at www.spdrs.com.au. The material is general information
only and does not take into account your individual objectives, financial situation
or needs. It should not be considered a solicitation to buy or sell a security.

ETFs trade like stocks, are subject to investment risk, fluctuate in market value
and may trade at prices above or below the ETF's net asset value. ETFs typically
invest by sampling an index, holding a range of securities that, in the aggregate,
approximates the full Index in terms of key risk factors and other characteristics.
This may cause the fund to experience tracking errors relative to performance of
the index.

Currency Risk is a form of risk that arises from the change in price of one currency
against another. Whenever investors or companies have assets or business
operations across national borders, they face currency risk if their positions are
not hedged. Diversification does not ensure a profit or guarantee against loss.
Sector ETFs products are also subject to sector risk and non-diversification risk,
which generally results in greater price fluctuations than the overall market.

Brokerage commissions and ETF expenses will reduce returns and transaction
costs will also be incurred when buying or selling units of an ETF on ASX
markets. ETF units may only be redeemed directly by persons called “Authorised
Participants”.

SSGA ASL is the issuer of units in the SPDR funds and the Responsible Entity
for the managed investment scheme Australian SPDR funds quoted on the ASX
or AQUA Product Issuer for those Australian SPDR funds quoted on the AQUA
market of the ASX.

© 2015 State Street Corporation. All Rights Reserved. AUSMKT-1578
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State Street Bank and Trust Company (ABN 70 062 819 630) (AFSL number
239679) is the trustee of, and the issuer of interests in, the SPDR® S&P 500®
ETF Trust, an ETF registered with the United States Securities and Exchange
Commission under the Investment Company Act of 1940 and principally listed
and traded on NYSE Arca, Inc. under the symbol “SPY”. SSGA ASL is the AQUA
Product Issuer for the CHESS Depositary Interests (or “CDIs") which have been
created over units in SPY and are quoted on the AQUA market of the ASX.

The rights of CDI investors are different to those of investors in an Australian
registered managed investment scheme and investors should read the applicable
PDS before investing to understand the additional risk factors associated with
investing in CDIs.

Aninvestment in SPDR funds or SPY CDIs do not represent a deposit with or
liability of any company in the State Street group of companies including State
Street Bank and Trust Company and are subject to investment risk including
possible delays in repayment and loss of income and principal invested. No
company in the State Street group of companies guarantees the performance of
SPDR funds or SPY CDls, the repayment of capital or any particular rate of return.

SPDR and Standard & Poor's® S&P® Indices are trademarks of Standard &

Poor’s Financial Services LLC and have been licensed for use by State Street
Corporation. The Dow Jones Global Select Real Estate Securities Index is a
product of S&P Dow Jones Indices LLC or its affiliates and has been licensed for
use by SSGA. MSCl Indices, the property of MSCI, Inc. (“MSCI”), and ASX®, a
registered trademark of ASX Operations Pty Limited, have been licensed for use
by SSGA. SPDR products are not sponsored, endorsed, sold or promoted by any
of these entities and none of these entities bear any liability with respect to the
ETFs or make any representation, warranty or condition regarding the advisability
of buying, selling or holding units in SPDR products.

Exp. Date: 31 December 2015




